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EDITORIAL DEPARTMENT NOTE 


Attempting to control the operations of a business with a 
fixed budget is somewhat similar to trying to drive a car on a 
winding road with a locked steering gear. Complete control is 
not possible in either case. To be most effective, our budget 
must tell us what results are to be accepted as satisfactory for 
each volume of business. Since all departments of a business 
usually do not work at the same capacity, flexible departmental 
budgets are important in providing a means of measuring the 
operations of each department in terms of what is accepted as 
satisfactory for the rate of which that department operates. 
In this way real control is achieved. This is well illustrated 
in the two articles in this issue of the Bulletin. 

The author of the first article is Paul A. Wilks, who has 
been Chief Accountant for the Strathmore Paper Co. for the 
past six years. A graduate of Harvard College, Mr. Wilks 
began his business experience with the Milton Bradley Co. of 
Springfield, where he served as Head of the Cost Department 
for eight years before accepting his present position. He has 
served the Springfield Chapter in many capacities including the 
Presidency, which he held in 1934-35. 

The author of the second article is Frank Klein, who was at 
one time Field Auditor of Income Tax with the Bureau of 
Internal Revenue. For the past twelve years Mr. Klein has 
been connected with the Worthington Pump & Machinery Corp., 
serving as Traveling Auditor, Chief Works Accountant, and, 
since 1927, as Director of Budgets. In this last position he has 
designed and supervised the installation of a complete budget 
throughout all plants and divisions of the Company’s activities. 
Mr. Klein has been active in the work of the New York Chap- 
ter and is at present serving as Vice President. He has con- 
tributed in the past to a number of technical and trade journals 
and has been a speaker before several of our chapters. 
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THE FLEXIBLE BUDGET SYSTEM AT STRATH- 
MORE PAPER COMPANY 


By Paul A. Wilks, Chief Accountant, 
Strathmore Paper Company, West Springfield, Mass. 


_— describing the flexible budget setup now in use at 

Strathmore Paper Company, there is one thing that must be 
said: We have no idea that our plan is original with us. In 
developing the arrangements now being used, other organizations 
in this area were kind enough to tell us of their experiences along 
that line, because they had been using the flexible budget for 
some time past. 


Weakness of the Fixed Budget 


The idea of a budget which could reflect changing conditions 
grew up because our former plan was unsatisfactory. Then, as 
now, we drew up an annual budget and it was useful, as far as it 
went. However, when it came to comparing budget allowances 
with actual expense for a single period of four weeks, inaccuracies 
developed. What relation was there between one-thirteenth of an 
annual budget and the actual expenditures for a period? Sup- 
pose the foreman of a department showed actual expenditures be- 
low the budget allowance. Had he done a good job, or was his 
production so far below the anticipated production that it was 
almost impossible to make actual expenses reach budget? Execu- 
tives couldn’t answer those questions, so a means of control was 
lost; factory foremen couldn’t answer: those questions, and so 
lost interest in budget and cost problems. 


Information Needed 

About two years ago, preliminary work on a flexible budget 
was commenced. Investigation showed that certain information 
was necessary. 

(1) The factory must be split into definite departments or pro- 
duction centers. Fortunately, we were so organized. 

(2) The capacity of these production centers must be figured. 
First of all, we decided that a five-day week would be the basis 
in figuring capacity. Then we decided to use, as far as possible, 
standard hours as the unit in determining capacity—machine hours 
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wherever practicable, and man hours in most of the other cases. 
Where man hours were used, a standard crew capable of handling 
the maximum production from our paper machines was decided on. 

(3) There must be a means of distributing manufacturing ex- 
penses among the different production centers. We were equipped 
to meet this problem, through what we call our Expense Detail 
Books. 

(4) Expenditures are not all of the same type. Some, like the 
poor, are always with us; others are influenced by the amount of 
production. We grouped the items shown on the Expense Detail 
Books into three classes : 

(a) Variable charges—those which have a definite relation to 
the amount of production. Direct labor is included in 
this group. 

(b) Fixed charges—those not influenced by production. 

(c) Prorated charges. Probably a word of explanation is 
needed here. We included in this group general mill ex- 
penses (including watchmen, janitors, general repairs, 
production executive charges, etc.) and power, heat and 
light charges. 


Preliminary Decisions 

Developing the information just outlined involved certain de- 

cisions before a satisfactory framework for our plan was available. 

(1) The unit of measurement, in determining capacity, has been 

mentioned, but there was another problem in that connection. Our 
wage incentive system commences to pay a bonus when the worker 
reaches 60% efficiency. Naturally, the higher the efficiency level, 
the less time it takes to perform a given piece of work. The ques- 
tion arose as to whether the hours necessary at 60% efficiency, or 
at some other level, should be allowed in the budget. The final 
decision was to use the hours necessary when operations were per- 
formed at 100% efficiency. Two reasons dictated this choice: 

(a) It is possible for 100% efficiency to be obtained by oper- 
ators, working under normal conditions. 

(b) It is felt that because departmental operation at lower than 
100% efficiency tends to produce actual expenses in ex- 
cess of allowance, the budget is an additional incentive 
for foremen to increase operating efficiency. 
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(2) The classification of some items of expense proved rather 
difficult. Perhaps the outstanding example was repair labor and 
material. Was it variable and therefore something a foreman could 
control? One of our mill superintendents answered this question, 
by asking that repair labor and material be included in variable 
expenses. He argued that the superintendent or foremen could in- 
fluence repair charges by (a) watching his equipment and having 
work done before major difficulties developed, and (b) watching 
the repair gang actually at work on a job to see that no unnecessary 
time was taken. 


We did realize that certain repair jobs are budgeted in advance, 
by mill executives. The budget allowances set for each department 
take such work into consideration. 


(3) A few paragraphs back, prorated charges were mentioned. 
We decided to set up a flexible budget for these general charges 
in the same method as for any operating department, and to com- 
pare actual expenses with this budget. Then it was agreed to 
prorate the budget allowance among the departments on the same 
basis as expenses. For example, if expenses for general expense 
were 10% over budget for the mill as a whole, in each individual 
department, the expenses would maintain the same ratio. 


The budget of general mill expenses as a whole gives executives 
a chance for control. In the proration between departments these 
expenses are not classified as variable, and hence the foreman is 
not held responsible. 


Questions to Be Answered by the Flexible Budget 


At this stage of the proceedings, we felt that our groundwork 
was laid. The next thing was to build up a budget from which 
rates and allowances could be set. So, when the sales research 
department forwarded to us the sales budget plans for 1935, we 
went to work. We had to produce answers to these questions : 


1. What profit can the company expect from the anticipated 
sales? 
2. What will the standard costs of our different lines be? 
3. What effect will different levels of production have on our 
budget allowances? 
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Here is an outline of what was done: For each production cen- 
ter in the mill three budgets were worked out. One covered the 
anticipated cost of operating that production center at 100% of 
capacity, another the operating costs at 70% of capacity, and a 
third provided for the production scheduled as a result of the 
sales budget. 

It might be said in passing that three budgets do not involve 
three times as much labor as one. Some expenses are fixed any- 
way, and many vary directly with production and so are easy to 
compute. 

Once the three budgets were completed it was possible to answer 
the questions just outlined. The so-called production budget 
would give us the estimated profit for the year. The budget, based 
on using 70% of capacity, would provide the expense rates used 
in standard costs, because our standards are based on utilizing 
that much capacity. 

Units Costs and Fixed Charge Allowances for Each Department 

The flexible budget, however, made use of all three sets of fig- 
ures. In every department we found the variable expense cost per 
unit at each level of operation. Wherever the unit cost was the 
same, or approximately the same, a standard rate per unit for all 
levels of operation was fixed. Where the unit cost for varying 
levels of operation differed noticeably, a curve was drawn and the 
unit cost was read from that. In Exhibit A the column headed 
“Variable Expense Allowance per Unit” shows the results, It 
will be noticed that mill general expense and power heat and 
light are treated the same as any production department. These 
expenses are prorated among departments as outlined above. Fixed 
charges were totaled and divided by thirteen to get the period al- 
lowance. The column headed “Period Allowance for Group A 
Charges” shows the results for each department. 

So far this paper has covered the work done before the system 
was actually put into operation. 


Use of the Budget Figures 

Now assume that it is the end of a four-week period. The 
financial statements are being made ready for executives, and it is 
time to measure the performance of the manufacturing depart- 
ments. How are the budget figures for a department built up? 
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EXHIBIT A 
BUDGET ALLOWANCES 


Unit budget allowances for expenses controlled by the superintendent or 
foreman, and the period total for Fixed (Group A) Charges are shown 


below. 
is so noted. 


Rag Room 
Rotary Bleach 
Drainers 

No. 1 Washers 
No. 1 Beaters 
No. 1. Machine 
No. 2 Machine 
No. 1 Loft 


No. 2 Beaters and Washers 


No. 3 Machine 
No. 2 Loft 
Loft cutter 
Roll Pasting 
Sheet Pasting 
Platers 


Sheet Calender 
Sorting 

Trimming 

Sealing 

Labeling 

Stack Calender 
Rewinding and Sealing 
Finishing Cutter 


Finishing Room General 


Shipping Room 
Power, heat and light 
Repair labor 

Repair material 


A chart is maintained for each department, which 


Where a curve is needed to obtain the unit budget allowance, it 


Variable Exp. Period Allow. 


Allowance for Group A 

Unit per unit charges 
Man hour $ .43 $ 400 
Man hour 70 100 
Man hour 54 200 
Washer hour 45 275 
Beater hour Curve 540 
Machine hour 5.10 1,100 
Machine hour 4.05 725 
Cwt. of paper Curve 150 
Beater hour Curve 485 
Machine hour 5.03 1,070 
Cwt. of paper Curve 175 
Machine hour 50 100 
Machine hour 2.58 270 
Man hour 78 130 
Machine hour—1 Table 2.40 400 
j —4Table 5.35 
Machine hour 1.30 140 
Man hour 60 80 
Machine hour 1.10 130 
Man hour 5.04 10 
Man hour 1.53 12 
Machine hour 1.75 80 
Machine hour 1.08 30 
Machine hour 1.10 140 
Direct labor dollar Curve 500 
Man hour 2.68 475 
Paper machine hour Curve 1,800 
Paper machine hour 1.52 — 
Paper machine hour 1.30 — 


will reflect the relation 


between the budget and the actual charges for expenses controlled by the 
On each chart this information will be shown: 


superintendent or foreman. 


1. Per cent of difference between actual cost and budget allowance per 


unit of operation. 


2. Total actual cost and unit budget allowance for period and for year 
to date—shown in dollars. 
3. Explanation of differences where margin between actual and budget 


is more than 10%. 
This is a flexible budget. 





Therefore, changes appearing during the year— 
such as wage adjustments, setting of new standards or price changes for 
supplies—will be reflected through the change of budget allowances. 


STRATHMORE PAPER COMPANY. 


1147 





N. A. C. A. Bulletin June 1, 1936 





As an example, let’s develop a period budget for No. 1 Paper 
Machine. During the period just ended this machine operated 
420 standard hours. This information has been assembled daily 
on our standard cost control sheets. For each run of paper made 
the cost clerk has been told the actual hours of machine operation 
and the pounds of product produced. By dividing the actual 
pounds of product by the standard hourly production for this grade, 
size and weight, we know what time should have been consumed. 
To this total is added a standard allowance for setup. On No. 
1 Machine the sum of the standard times for the period adds up 
to 420 hours. From Exhibit A we find that the variable expense 
allowance per paper machine hour is $5.10. (This figure, by the 
way, like all others in this table, is hypothetical.) 420 x $5.10 
gives a variable expense budget allowance of $2,142. 


Please notice two things about this figure: 


(1) It is based entirely upon the paper actually made and the 
number of runs. There can be no evading the issue by saying 
that “I had a lot of slow-running paper this period” or “We didn’t 
have much to do.” 

(2) It is based on standard allowances. No time spent in excess 
of standard is considered in the budget, which means probably 
that unless the difference between actual and standard has been 
small, expenses have exceeded budget. So much for the variable 
expense. 


Exhibit A also shows that No. 1 Machine is allotted $1,100 per 
period for fixed charges, and that amount is added to the $2,142 
allowed for variable expenses. 


In addition we must consider the prorated charges. For the 
mill as a whole power charges were 90% of the budget for the 
period and general expense charges were 105% of budget. As- 
sume that the machine was charged $900 for power and $525 for 
general expense. It has been said previously that ratio between 
actual expense and budget allowance would be the same for the 
individual production center as for the entire mill. Therefore, 
No. 1 Machine would be allowed $1,000 for power (actual charges 
are 90% of the amount allowed) and $500 for general expenses. 
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The total budget allowance for No. 1 Machine would then be: 





SD cxcitehacee denssdensdapanae $2,142 
Group A Charges (fixed expenses) .......... 1,100 
Group B Charges (power and mill general)... 1,500 

MEE. uwGidedicindsansbbsnasdacadaons $4,742 


Presentation in Reports 


This figure would be checked against actual expenses for the 
period and the difference shown on the Budgeted Expense Gain or 
Loss Variance account on the financial statements. The net total 
of these differences is reflected on the operating statement as a 
variance from the standard cost of goods sold. 

The financial statements, of course, go to the major executives, 
and show the entire story for each department of the business. 
Certain of the expenses for each department are beyond the con- 
trol of a mill foreman and, because of that, we take,the view that 
he is not vitally interested in them. Information on variable ex- 
penses, which he can control, is forwarded to each foreman, to- 
gether with any necessary or desired information. 

Exhibit B shows our method of presenting this information. 
It takes the form of a chart with a page of explanation attached. 
Let’s consider some of the most important points in this exhibit. 

On the chart the center line marks the budget allowance. 
Due to exigencies of production, the budget total for two periods 
in any production center is very rarely the same. For that reason 
the chart does not reflect the difference in dollars between actual 
expenses and budget allowances. What it does show is the per 
cent of variation between actual and budget, and from it, the 
situation can be told at a glance. The solid line shows the condi- 
tion for any four-week period; the broken line shows the situa- 
tion for the year to date. In some departments fluctuations be- 
tween periods, of necessity, are rather sharp and, in such cases, 
the year to date line is of more importance. Use soon shows what 
to watch. 

On the sheet attached to each chart are shown the dollars of 
expense and budget, as well as the per cents of difference which 
are indicated on the chart. It is interesting to know the dollars 
involved because they indicate where the best chances for savings 
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are and because steadily increasing differences are apt to inspire 
more action. Wherever the variation between actual and budget is 
more than ten per cent, the reasons for this are indicated on this 
sheet. The sample shown gives examples of such explanations. 
We try to indicate where the difference comes and, as far as 
possible, why. We like particularly to stress cases where the de- 
partment was not operated at 100% efficiency and thus to estab- 
lish the connection between manufacturing and final efficiency. 
Wherever possible, we like to show the amounts involved, as, for 
example, “Repair material charges high (new gear, costing $75).” 


Keeping the Factory Foreman Informed 


Each factory foreman receives a binder containing charts for 
production centers under his control, and with it a note saying 
that a representative of the cost department will be around to dis- 
cuss the results shown at approximately such and such time (at 
least twenty-four hours in advance). Meantime, the foreman is 
expected to look over his charts, and most of them do, and to jot 
down any points on which more information is desired. 

One of the most encouraging features of the entire situation is 
that more and more questions are being asked. Moreover, these 
questions are dealing not only with past performance but also with 
how future situations will be reflected. The cost man answers as 
many questions as possible on the spot; those not answered are 
brought back to the cost department and answered promptly from 
there. 


Revising the Budget Figures 


So much for the routine operation of the flexible budget. Now 
let’s turn to the question of changes in our figures. Changes in 
the character or amount of production are covered through the 
standard hours of operation, already described. Other types of 
changes have to be considered as they arise. For one thing we are 
having a new incentive system installed throughout the plant. As 
each additional production center goes on the new system our 
budget standards have to be checked thoroughly. Has the aver- 
age production per hour been changed? If so, what will be the 
effect on the cost of supplies or expense materials? Will there 
be any change in the number of workers? All these questions 
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must be answered. Radical changes in production methods could 
cause revision. Changes in wage levels must be incorporated in 
the budget as well as any differences in the cost of expense ma- 
terials or supplies. 

When a change in a budget standard is necessary we do three 

things : 

(1) Each item of variable expense is checked and changed if 
it has been affected by the new conditions. 

(2) A new variable expense cost per unit is computed, and used 
from the time the new conditions arose. 

(3) A memorandum is sent to the foreman of the production 
center involved, explaining the new conditions and the 
new budget allowance. Of course a copy of this memo 
is kept in the cost department. 


Extra Time Required 


The procedure for operating this flexible budget system may 
seem complicated and a great time-user. As a matter of fact, the 
extra time needed is not much. Some of the work is done as 4 
part of the routine of preparing the period financial statements. 
The computing of standard units of operation and the budget al- 
lowance based on these units takes about four hours more than the 
old method of a flat budget allowance for each period. Preparing 
the budget books for the foreman takes another eight hours. The 
visit to the foreman and superintendents after the budget books 
have been sent out requires eight to ten hours more. Therefore, 
the flexible budget requires for each four-week period from twenty 
to twenty-two hours more than the old system entailed. 


Benefits Derived 


What benefits do we get as a result of these extra hours? So 
far, we cannot point definitely to any huge saving in dollars. We 
do see definite results, among them the following: 

(1) All of us are becoming cost-minded. The discussions be- 
tween the cost department representative and the factory man are 
becoming more and more pertinent. It is interesting to notice 
that all the questions are not of the general type. “What caused 
this or that?” Some of them ask, “What will be the effect of so 
and so?” 
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One foreman noticed that a repair man came frequently to his 
department to oil a certain machine—too frequently, he thought. 
A little investigation by the foreman brought forward a sugges- 
tion which has resulted in cheaper, more efficient and less fre- 
quent oiling. 

A cost department telephone rang one day and this question 
was asked: “Have I exceeded by budget for general cleaning? 
I want to know if I can do a certain job without running over 
my allowance.” We feel that examples like these just cited are 
a healthy sign 

(2) The flexible budget system shows up otherwise undetected 
errors, both in the cost department and in the factory. One fore- 
man protested bitterly that, for a given period, his sealing cost 
was too high. Investigation showed an error in the wrapper 
inventory he had furnished to the cost department. 

A superintendent said that we were off on the charge for repair 
material. When we looked into this we found that he was right; 
the material in question should have been charged to the capital 
account. 

(3) The flexible budget serves as another means of showing 
results of departmental inefficiency in operation. Remember that 
the budget is based on standard performance. Extra time costs 
money which is not balanced by a budget allowance. The fact that 
his department operated at only 70% efficiency may not mean so 
much as the fact that a $100 excess of actual expense over budget 
was due largely to this low efficiency. 

(4) The operation of flexible budget provides opportunity for 
a periodic discussion between cost and operating men. We know 
that the cost department has obtained valuable information from 
these contacts ; we hope that the factory feels the same way. There 
seems to be a greater feeling of co-operation on both sides than 
existed a year or so ago. 

What is the future of our flexible budget system? Of course 
we cannot be certain. We hope to see it accepted more and more 
as a basis for executive judgment and action. We rather expect 
to see it used in the not too distant future as the foundation for 
a bonus given to factory supervisors. We hope to look at some 
large saving and to be able to say, “The budget made this possible.” 

Meanwhile, we find that its operation and the efforts to im- 
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prove it are just as interesting as laying the groundwork and de- 
veloping the plan. We believe that others embarking on such a 
scheme will secure results similar to and, very possibly, even more 
profitable than ours. 


SOME DEVELOPMENTS IN VARIABLE BUDGETING 


By Frank Klein, Director of Budgets 
Worthington Pump and Machinery Corp., Harrison, N. J. 


T THE outset, let me assure you that budgets need not be 

complex, nor need they be difficult to understand or to oper- 
ate. In fact any person who is able to plan the detailed affairs of 
a business, or any part of it, is capable also of budgeting those 
operations because budgeting is simply reducing profit plans to 
concise orderly written specifications, all of which, when followed, 
lead to the desired result. If you will eliminate from your con- 
sideration for the time being, any more technical interpretation 
or construction of the word “budgeting” it will probably facilitate 
our discussion of this subject. 


Functions of a Budget 


A budget, in general, is a tool of management control and has 
three principal functions: 

1. To permit a formal and detailed forecast of the operating 
results for a coming period. 

2. To apply in advance the necessary correctives if the forecast 
indicates an unsatisfactory result. 

3. To take action promptly on any deviation of actual opera- 
tions from the desired result. 


Please note that all three functions are strictly of a control nature, 
first to guide operations toward the desired profit goal, and next, 
to maintain that direction by taking necessary steps from time to 
time to insure the desired result. 


Why Is a Budget Desirable? 


Let us pause just for a moment to consider why any such de- 
tailed planning of business operations should be desirable or neces- 
sary 
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(a) I believe we agree that the objective of management in all 
commercial organizations is to preserve intact the invest- 
ment entrusted to it, and to return to the owners a rea- 
sonable rental price for the use of such investment fund. 

(b) I am sure that we also agree that the motivating force of 
all business is the income received from sale of the prod- 
uct or service, and that all items of expense and cost 
must be related and subordinated to such income. 

(c) Therefore any plan which makes it possible to determine 
the proper relationships of all expenses and costs to the 
volume of business done, simplifies the problem of man- 
agement in maintaining such relationships, and in ob- 
taining the consequent profits. 


We are now ready to proceed to a direct consideration of bud- 
gets, and 1 suggest that we keep in mind the point which has 
been made, i.e., that budgets are intended to assure proper rela- 
tionship of expenses and costs to the amount of work done. 


Three Steps in Controlling Departmental Expenses 


There are various types of expenses in every organization, and 
it is natural that the problems of control should differ with these 
dissimilar expense groupings. For instance, while our accounting 
report may show the amount of billings, and then relate selling, 
general administrative, and plant indirect expenses, each to such 
billings, we know that for effective control purposes selling ex- 
penses should not be related to billings, but rather to the results 
produced by the sales effort—bookings. Similarly, plant indirect 
expenses are not directly related to billings, because billings may 
vary radically from plant production, due to changes in manufac- 
tured inventories. Therefore, what may be correct accounting 
practice for a financial statement of past operations, may not be 
satisfactory procedure for control purposes. 

The first step in controlling the expense of any department is 
the determination of the function of that department. In the case 
of the sales department it is the booking of orders. 

The second step is the allowance or apportionment of expense 
to the department in order that it may properly perform its func- 
tion. To revert again to the sales department, the expense allow- 
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ance or budget would be based on the quota or volume of orders 
which the department was expected to book. 

The third step is the determination of whether the expense al- 
lowance or budget should be apportioned out each week or month 
on the basis of the actual amount of results produced in that period, 
or whether the amount of expense allowance should remain fixed 
during the entire budget period, which is usually a year. If the 
amount of work performed cannot be measured by the results 
produced in short periods, like a week or month, then fixed allow- 
ances or budgets should be used. Consider the sales department 
again which may be charged with the responsibility of booking 
$10,000.00 of product in the year 1936. An advertising campaign 
may be run during the year. This may be followed up by dealer 
contacts. Although expenses may have proceeded at a regular 
pace each month, the effects of the sales campaign and the personal 
follow-up may not be reflected in bookings until mid-year and 
afterward. It is obvious that in this department, the two follow- 
ing points must be observed: 

1. A sales quota for the budget period must be established, 
and this divided by months will show the monthly sales 
quota. 

2. The sales expenses necessary to produce the booking quota 
for the budget period must be determined, and when divided 
by the number of months, will show the fixed monthly ex- 
pense budget. 


Illustration of the Fixed Budget 

If you will now turn to Exhibit 1 you will see a simple form of 
the fixed type of expense budget. When the quota for this depart- 
ment for 1935 was established it was placed on the bottom line of 
the budget column in the “Period” section. The expenses calcu- 
lated as necessary to produce this volume of bookings were estab- 
lished as the expense budget and shown in their respective classifi- 
cations in the “Period” budget column. All expense budgets and 
the booking quota were then divided by twelve to show the fixed 
expense budget and quota per month during the year 1936. 

If all sales department budget sheets are summarized, the total 
corporation booking quota and sales expense budget will be shown. 
Copies of all sheets and the summary are furnished to the chief 
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B.0. 1932-1-35 EXHIBIT 1. 


SELLING BXPEBSE 
BUDGET AND ACTUAL 


Office or 
Department "B* DISTRICT OFFICE 





Month and Period 
Trom January’ 1st endi December, 1935 


54,035 | 48,431 





= Indicates red figures. 


Red Figures Denote: 
Expenses Over Budget 
Bookings Under Quota 
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sales executives, and of course, individual sheets furnished to the 
respective department heads or supervisors as their guide for ex- 
pected bookings and expenses 

The same form is also used for reporting each month the budget 
and actual expenses and quota and actual bookings for the month 
and period to date, as shown on the exhibit just discussed. 

Other examples of fixed budgets might include geenral admin- 
istrative expenses, closed plant expenses, development expenses, 
etc. 


Need for Variable Budgets 


There are certain types of expenses, however, that are not of 
a fixed nature, notably plant indirect expenses. Here the prob- 
lem is to find a means for allowing the correct amount of expenses 
necessary to produce any given volume of production. Many 
budgets, in years past, and some even recently, neglected to pro- 
vide a variable budget for plant expenses. A variable budget is 
so important that I cannot see how any business can effectively 
budget its operations without one. Just take the case of a fixed 
plant expense budget. It is usually based on the expense inci- 
dental to producing the exact amount of the sales quota. The 
annual expense will be divided by 12 or 52, depending on whether 
the report period is to be a month or a week, and this amount 
of expense will be provided each period regardless of the flow of 
work through the plant which may vary quite radically from month 
to month. Since we all know expenses do. not vary in direct pro- 
portion to volume, of what use is an expense budget set for say 
$500,000 production a month, when actual production happens to 
be $300,000 for the month. 

It follows that a budget to be effective in the control of plant 
expenses, must recognize the many variations in production that 
will occur throughout the year, and anticipate them by providing 
the proper expense allowance for any capacity that may be worked. 

Let us now consider in detail how a variable expense budget 
may be established, having in mind that the purpose of all ex- 
pense budgets, as stated before, is to determine the proper amount 
of expense to be allowed for performing a given amount of work. 
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Establishment of Capacities 

We shall assume that good accounting practice has provided an 
adequate classification of all expenses, so that it is not necessary 
to refer back to original data to determine the nature of the vari- 
ous items of expense as listed on the expense reports. 

We shall also assume that in recognition of the budget prin- 
ciple of allocating responsibility for expenses to the person who 
incurs them, that the plant has been sub-departmentalized by in- 
dividual foremen’s or supervisors’ responsibility. 

The first step then is to determine the productive facilities of 
any producing department, or what amount of work that depart- 
ment is capable of turning out. This is called the calculation of 
operating capacity and is arrived at as follows: 

Assume that Department A is supervised by Foreman Harris. 
There are 50 drilling machines in the department, and the normal 
working week is 40 hours. The total possible output of the de- 
partment if every machine worked every hour of the regular 
working week would be 50 x 40 or 2,000 productive hours, and 
this would be considered 100% capacity. It is true that rarely 
will work be so balanced, or the productive facilities in such per- 
fect condition that every machine in a department will work every 
hour in the week. But for budget purposes the total possible pro- 
duction at 100% capacity is used and set down on the top line of 
the budget form as shown on Exhibit 2 These would be reduced 
in steps of 5% to 50% capacity, which would then show the pro- 
ductive hours that would be produced by the department over a 
range of capacities from 50% to 100% in even steps of 5%. 

If the department processed a uniform product it would be a 
simple matter to convert the productive hours to units of product, 
or to values of billings produced. However in our example, vari- 
ous kinds of products are being processed in the same department 
so that the only uniform measure of output is the productive hour. 
The principle here is that whatever basis will best measure the 
volume of productive work turned out is the basis to be used in de- 
termining operating capacities. 


Determination of Expense Allowances 
The next step is a study of the amounts of the various kinds 
of expenses that are necessary for the department to function prop- 
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erly. Please refer again to Exhibit 2 and assume the report of 
labor shows that this department is currently working about 1,300 
direct hours a week. That corresponds to 65% of operating 
capacity. 

All expenses of the department, item by item, will then be re- 
viewed by the budget man and the foreman. The function of 
every indirect worker will be questioned. Can certain routines 
be eliminated, curtailed, or simplified? How about the various 
supplies used? Would greater care in their use result in econ- 
omies? Was the foreman previously aware of the cost of the 
supplies he may have so freely used in the past? What is the 
condition of the productive facilities, and the probable maintenance 
work that will be required if operations continue as at present? 
Throughout this study, past expenses and costs are not an im- 
portant guide because they were probably related to a different 
rate of operations, to an economic period representing higher or 
lower prices than the present one, and to a period when the plant 
property was in better or worse condition than the present. Prac- 
tically never are all three of these factors static over a period of 
time, so that rarely, if ever, can comparisons with the past be 
effective as guides for the present or future. 

If the review of all expenses, as outlined, has been made con- 
scientiously by both the foreman and budget man, with the assist- 
ance of the superintendent of maintenance on the budgeted mainte- 
nance items, the result will be a list of minimum expenses necessary 
to operate the department at its present rate of 65% capacity. 


Allowable Expenses for Different Capacities 


It is now necessary to proceed with the additional step which 
a number of organizations have neglected to take in the past. That 
is the determination of the extent to which each of the budgeted 
expenses should increase or decrease with changes in production, 
With the detailed study that has been made of each expense item, 
and its requirements in the production scheme of the department, 
a pretty clear conception has been gained of just what part each 
expense plays in the output of the department. 

For instance, certain items of supplies become a minor part of 
the product and are consequently used in direct proportion to the 
volume produced. Therefore, such supply items are increased or 
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decreased in direct proportion to the operating capacity. Other 
supplies are of a general department nature which, like cleaning 
supplies, fluctuate little with actual capacity worked. Similar 
studies of indirect labor show when extra help may be needed or 
dropped. Maintenance items are similarly studied. It is true 
that maintenance of buildings continues at a fairly uniform rate 
regardless of capacity worked. On the other hand, many items 
of equipment that have moving parts, wear, and require repairs 
in proportion to the extent that they are used or operated. If 
adequate classifications for each type of expense and equipment 
have been provided, it will be seen that provision can be made for 
listing the extent to which each such expense item should vary 
as the productive volume of the department changes. When the 
column for each capacity is totaled, the total budgeted expense al- 
lowance for the department for any operating capacity is obtained. 

Similar sheets are prepared for each productive department, 
and a summary of them all will show the total plant capacity in 
productive hours, and the total productive departments’ expenses 
necessary to operate at any given volume of capacity. 

The service departments, such as purchasing, stores, accounting, 
routing, and garage, have no productive hours of their own on 
which to base their activities, and their consequent expense allow- 
ances. As the amount of work which each of these depart- 
ments must perform is dictated more or less by the entire plant 
activity the general operating capacity of the total plant as shown 
by the sum of all productive departments’ hours, is the basis for 
varying the expense allowances or budgets of the service depart- 
ments. 

A summary of all expense budgets for productive and service 
departments will then show the entire plant’s expense requirements 
for any given rate of operating capacity. 


Operation of the Variable Expense Budget 


Each foreman or department head is furnished with a copy of 
his budget sheet as shown on Exhibit 2. Please note that he has 
collaborated in its preparation, and it is therefore his commitment 
to maintain expenditures within the prescribed limits. It is in his 
own language because he knows what direct labor hours are, and 
can readily see how the addition or reduction of one or more 
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productive workers will affect his operating capacity. He also 
knows in advance what is promptly expected of him in the way 
of expense reduction when his capacity drops, and what additional 
expenses may be incurred when volume increases. 

Promptly at the close of each week, the productive hours worked 
in each department are determined for calculating actual capacities 
worked. If you will turn to Exhibit 3 you will see on the lower 
line in the “Actual” column that 1,508 direct hours were worked. 
Referring to Exhibit 2 you will note that the nearest established 
capacity is 1,500 direct hours, or 75% capacity. Therefore, the 
various expense allowances or budgets for that capacity are tran- 
scribed in the budget column of Exhibit 3; the actual expenses for 
the department are listed in the actual column, and any expenses 
which are out of line are circled with red pencil or otherwise 
marked for special attention. -Each foreman or supervisor is then 
furnished with the report of his department, and a set of reports 
for all departments given to the plant manager for his follow-up. 


Statistical Control of Results 


You will note that our entire discussion of budgetary control 
thus far has centered on the direct control of costs and expenses 
by the individual foremen and department heads, which, as we 
have stated, is the only completely effective method of controlling 
such items. But there are further important uses of the budget 
data with which the general organization executives are concerned, 
In fact, the statistical uses of the budget data, which will now be 
outlined, result in an over-all picture of the forecasted results and 
indicate whether the individual budgets as set will finally produce 
the desired corporate result. 

Consider the case of plant indirect expenses. Burden absorp- 
tion rates are intended to apply a normal amount of the plant 
overhead to each article fabricated, on some equitable basis, that 
will result in completely distributing the entire plant expenses at 
some reasonable rate of operating capacity. When operations are 
lower than that reasonable point, undistributed, or unabsorbed 
burden results. Conversely, higher operations result in over-ab- 
sorbed burden balances. Thus, the records usually indicate through 
under- or over-absorbed balances, the penalty for insufficient vol- 
ume or the premium for additional volume. 
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The use of a variable plant expense budget, such as we have 
described, makes possible the preparation of a summary which 
will indicate (1) the total plant expenses proper for any given 
volume, (2) the amount of burden that will be absorbed, and (3) 
the resulting under- or over-absorbed burden balance at any oper- 
ating capacity. 

Please refer now to Exhibit 4—Burden Absorption At Various 
Capacities. The first three columns, representing per cent operat- 
ing capacity, direct hours, and variable expense budget, represent 
the summarized figures for the entire plant as taken from the vari- 
ous departmental budgets similar to that shown on Exhibit 2. 
Depreciation is computed on a per unit of output basis, although 
a straight line basis could be used similar to that for insurance 
and taxes The column for total works indirect expense is, of 
course, a total of the preceding expense columns The column for 
absorption, at $.949 per direct hour, represents the average applied 
burden rate times the number of direct hours shown in the second 
column. The final column shows the point at which burden will 
be completely absorbed, also the resulting under- or over-absorbed 
burden at other operating capacities. 


Uses of a Table of Burden Absorption at Various Capacities 

Such a tabulation may be used, in part, as follows: 

(a) To indicate whether expense budgets have been set within 
limits that will permit complete burden absorption at a 
reasonable capacity, and if not, to show the extent to 
which budgets will have to be reduced to permit such 
complete absorption. 

(b) To allocate the responsibility for burden balances to their 
individual causes, i.e., failure to remain within expense 
budget limitations, or inadequate volumes. The first is 
a responsibility of the shop management, the second usu- 
ally that of the sales division 

(c) To show just how the sales quotas will affect operating 
capacities and whether such proposed quotas will result 
in efficient capacities at each plant. 

(d) To show the out-of-pocket cost of taking any additional 
amount of business, by computing the direct hours re- 
quired to process the new business, and then referring to 
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the summary to show the additional capacity which such 
hours would involve, with the consequent extra expense 
as shown for the higher operating capacity 

(e) To compute the profit or loss result for any amount of 
business that may be produced 


Complete Budget of All Activities 

It is a relatively simple matter from this point to completely 
budget the corporation’s activities For instance, direct hours can 
readily be converted into the billing dollars which such hours 
would produce Therefore, a corporation summary might show 
columns for per cent operating capacity, billing dollars, direct 
material and labor costs, indirect expenses as taken from Exhibit 
4, and the various fixed budgets for selling, general administrative 
expenses, and any other items forming a part of the income ac- 
counts. The result would be a corporation budget that would 
show the volume of billings that could be produced at any capacity, 
the various costs of producing each such volume, and the result- 
ing net profit or loss for any capacity or volume. 


Works Operating Results 

Let us assume that the corporation budget for the year has been 
so set as to provide for a satisfactory result at the established 
sales quota. But we know that orders are rarely booked and 
processed at a uniform rate throughout the year. Therefore in 
the plant, where production is fluctuating, a uniform or fixed 
budget is of little use. 

In measuring the month’s operations provision must be made 
not only for a variation in billings from the budget, but also for 
production which may have occurred at yet another rate. 

Exhibit 5, which summarizes the plant operations each month 
for the works and other executives, shows how such results may 
be closely controlled : 

(a) The second section, captioned “Financial,” shows in the 
“Fixed Budget” column the fixed works budget for the 
year divided by twelve to place it on a monthly basis. 

(b) The “Variable Budget for Actual Volume” column shows 
the actual volume billed, the normal shop cost budget, the 
unabsorbed balance as budgeted for the actual capacity 
worked, and the other budget allowances. 
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(c) The “Actual Result” column, of course, shows actual re- 

sults as they would appear on any income statement. 

The difference between the profit results shown in the first and 
second columns is due to the fact that billings and production were 
less than the quota. This condition is not disturbing because a 
glance up at the first section shows that bookings actually exceeded 
the quota, and therefore it is only a matter of time before billings 
must do likewise A further glance at the bottom section “Inven- 
tories,” confirms our assurance, because it shows that the amount 
of inventories required to fill orders increased materially during 
the month. 

The difference between the second and third columns is the 
variation for which the various departments are currently respon- 
sible. That is why the final column shows these differences, which 
are, of course, further analyzed by the detailed budgets of each 
department. 

The second headed “Statistical” explains some of the reasons 
for variations in the actual from the budget figures. 

Here, then, is a complete control representation of the long term 
fixed budget ; what the result should be for the actual billings, and 
volume produced; and then the final result; and some causes for 
the variations. 

Similar reports are made for the period to date. If all such 
works reports are totaled and certain general corporation items 
added, the picture for the entire corporation budget is complete. 


Summary 

To summarize, a budget plan, such as we have outlined, should 

result in the following: 

1. A thorough review, department by department, of every ex- 
pense and function throughout the corporation; a searching 
inquiry of the need for every item of expense. This review 
alone may save many times the cost of the entire budget 
study. 

2. A definite allocation of responsibility to every supervisor 
throughout the corporate activity, not only for performing his 
physical work, but for doing so at a profitable basis as pro- 
vided by the budget. 

3. A greater appreciation of the values being used in a depart- 
ment, when the costs of all supply and labor items are 
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known to all department heads and foremen. Greater appre- 
ciation for values usually makes for greater care in their 
handling. 

4. The elimination of lag in expense reduction in periods of 
decreasing production, and the prevention of unwarranted 
increases when volume expands. 

5. A constant focusing of attention upon the profit goal, with 
all proposed acts interpreted in the light of how they may 
or may not help to achieve the desired result. 


If you agree that any of these results are desirable, then the 
budget can justify itself. If you agree that all of these results 
will help management to a more complete realization of its pur- 
pose, then the budget is indispensable. 
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